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Disclaimer 

This document is intended solely for information purposes. It contains a summary of certain opinions of LCH.Clearnet Ltd or its officers 
or employees and should not be treated  as a binding commercial offer or advice. Certain elements of the views contained in this 
document are based on rules or proposed rules which are not yet definitive and, therefore, such views are subject to change. Nothing 
in this document should be treated as an invitation to enter a contract or other legally enforceable agreement. Although all reasonable 
care has been taken in the preparation of this document LCH.Clearnet Ltd disclaims all liability for the accuracy, sufficiency, 
completeness of both its contents or the information forming the basis of the document or for any reliance placed on the document by 
any person whatsoever, and, so far as permitted by law, no responsibility or liability is accepted in relation thereto, and for the 
avoidance of doubt, no person has any right or remedy (whether by way of a claim for contribution or otherwise) in tort (including 
negligence), for misrepresentation (whether negligent or otherwise, and whether made prior to, and/or in this undertaking) or otherwise 
as a result of the information provided in this document. This document contains statements of opinion of LCH.Clearnet Ltd or its 
officers or employees and therefore should not be relied upon by clearing members or other any other persons. The information 
contained in the document should not to be construed as a technical specification. All copyright and other intellectual property rights 
contained within and made available in this document remain vested in LCH.Clearnet Ltd. 
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 Introduction  
Section 723 (a)(3) of the Dodd-Frank Act provides that “it shall be unlawful for any person to engage in a 
swap unless that person submits such swap for clearing to a derivatives clearing organization [(DCO)] that 
is registered under the [Commodity Exchange Act] or a [DCO] that is exempt from registration under [the 
CEA] if the swap is required to be cleared.”1  The Commodity Futures Trading Commission (CFTC) recently 
adopted rules on the process that the CFTC will follow in reviewing swaps to determine whether they are 
required to be cleared.2  Under Section 723, the CFTC is required to consider a number of factors before 
making a mandatory clearing determination. 

This document provides some basic information on the size of the interest rate swaps market relative to the 
overall size of the OTC derivatives market.  It also provides information on the percentage of the interest 
rate swap market cleared by SwapClear by product and currency.  

 The core of the document analyses the types of interest rate swaps that could be mandatorily cleared from 
a clearinghouse perspective.  In LCH.Clearnet’s view,  a given type of interest rate swaps should be 
considered eligible for  mandatory clearing if a central counterparty can accurately and reliably value, risk 
manage, and default manage it.  We believe that the vast majority of linear (i.e. without optionality) single 
currency interest rate swaps meet this standard.   

Finally, this document provides detailed information on the product specifications of all interest rate swaps 
that LCH.Clearnet listed for clearing on the date that Dodd-Frank was enacted (“Pre-Enactment Swaps”).  
This information may prove useful to the CFTC in deciding how to differentiate between swaps that it 
determines should be subject to mandatory clearing and those that should not.  

Clearing a Broad Spectrum of OTC Derivatives 
 
The Commission’s decision on which interest rate swaps it decides to subject to mandatory clearing will 
have a significant impact on the portion of the overall OTC derivatives market that falls under this 
requirement.  Interest rate derivatives are, far and away, the largest portion of the OTC derivatives 
universe, representing over 75% of gross market value.3  
 
Within the interest rate derivatives product category, the particular products that the Commission chooses 
to subject to mandatory clearing will affect the portion of the market covered.  Products cleared by 
LCH.Clearnet prior to the enactment of Dodd-Frank (Interest Rate Swaps, Overnight Index Swaps, and 
Basis Swaps) represent 77% of outstanding notional and over 82% of all trades globally.4   If all of 
SwapClear’s Pre-Enactment Swaps were required to be cleared, we estimate that approximately 75% of 
the interest rate derivatives outstanding notional would be subject to mandatory clearing.5  Alternatively, if 
only USD 3m LIBOR swaps out to 30 years were made mandatory, we estimate that only 15-25% of the 
market would be subject to mandatory clearing.   
 
The Commission also needs to consider the currency underlying the swaps that it subjects to the 
mandatory clearing requirement.  The notional volume of 68% of interest rate derivatives is denominated in 
currencies other than USD. SwapClear clears interest rate derivatives in 17 currencies that represent over 

                                                      
1 Section 2(h) (1)(A) of the Commodity Exchange Act, 7 U.S.C. 2(h)(1)(A). 

2 76 F.R. 44464 (July 26, 2011).  These rules go into effect on September 26, 2011. 

3 Appendix A: Global OTC Derivatives 
 
4 Appendix B: OTC Interest Rate Derivatives by Product Type 
 
5 According to TriOptima, outstanding gross notional for vanilla swaps, basis swaps, OIS, & FRAs represents 77% of outstanding 
notional.  Also according to TriOptima, SwapClear clears in currencies that represent 98% of all notional.  Assuming the currencies 
also represent 98% of all vanilla swaps, basis swaps, & OIS results in 75% coverage (98%*77%).  All stats are detailed further in the 
Appendix.   
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98% of outstanding notional (in order of outstanding notional: EUR, USD, JPY, GBP, AUD, CHF, SEK, 
CAD, ZAR, NZD, NOK, HKD, PLN, & DKK).6   
 
The remaining outstanding notional in interest rate derivatives not cleared by SwapClear today is primarily 
composed of Forward Rate Agreements at 11% of outstanding notional (launching at SwapClear in Q4 
2011) and OTC interest rate option derivatives at 8% of outstanding notional (currently under a feasibility 
study at SwapClear). 

Suitability for Mandatory Clearing 
Interest rate swaps are highly idiosyncratic and heterogeneous from a trade feature, operational, and cash 
flow basis (as they were originally designed as cash flow hedge instruments).  They are generally 
categorized by their distinguishing trade feature (e.g. basis swaps, amortizing swaps, overnight index 
swaps, zero coupon swaps, etc.).  While these categories are extremely important in assessing the 
economic terms of the swap, the fundamental issue to a clearinghouse is whether the individual swap type 
can be accurately and reliably valued, risk managed, and default managed.     

The multiple shapes and sizes of interest rate swaps are irrelevant so long as the clearinghouse has the 
appropriate tools to represent their idiosyncratic features. For example, a portfolio of zero coupon swaps, 
basis swaps, plain vanilla swaps, overnight index swaps, and amortizing swaps of multiple different 
maturities is properly viewed as a portfolio of interest rate risk.  To hedge and neutralize such a portfolio, 
LCH.Clearnet would first convert it into risk positions (such as delta, gamma, etc.).  As a result, while 
interest rate swaps may come in multiple shapes and sizes, they are risk managed as an overall portfolio of 
interest rate risk.   

For the purposes of our evaluation, it is helpful to break out the universe of interest rate swaps into three 
categories: single currency linear interest rate swaps (i.e. without optionality), single currency non-linear 
interest rate swaps (i.e. with optionality, such as cancellable swaps), and cross currency interest rate swaps 
(i.e. swaps between two different currencies).  The valuation, risk management, and default management 
characteristics between these three categories differ substantially.   

Valuation 

A number of factors contribute to the ability of a clearinghouse to value an OTC interest rate derivative, 
including:  

1. Forward rate projection/discounting -- the existence of a forward rate curve and discounting 
methodology 

2. Static data -- the reference data associated with the instrument, such as currency, floating rate 
index, etc.  

3. Trade data -- the economics of the trade, including the fixed interest rate, start date, etc.  
4. Market data -- the existence of reliable, observable market data that can be used to drive daily 

valuations 
5. Volatility -- the sensitivity of the instrument to volatility 
6. Consensus on a valuation model -- a general consensus by the market as to the method of 

valuation for the instrument. 
 

For single currency linear interest rate swaps, valuation is not controversial.  The clearinghouse valuation 
model has existed for many years and, with the exception of the change to OIS discounting after the 
Lehman default, has not experienced substantial change.  Static, trade, and market data is readily 
available.  Complexities exist, however, with regard to the valuation of non-linear swaps and cross-currency 
swaps.  For non-linear swaps, key issues include the existence of reliable sources of market data and the 
lack of a market consensus on a valuation model. 

                                                      
6 Appendix C: OTC Interest Rate Derivatives by Currency 
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Lack of valuation model consensus also exists for cross-currency swaps.  For single currency swaps, the 
general consensus within clearinghouses is to post collateral to cover mark-to-market movements in the 
currency of the underlying swap, as that reflects the funding nature of a cleared trade.  As cross currency 
swaps include two currencies, consensus does not exist on (a) the currency of collateralization, and, as a 
result, (b) the valuation model.   

Valuation Criteria Single Currency 
Linear Products 

Single Currency 
Non-linear Products 

Cross Currency 
Linear Products 

Forward Rate 
Projections/Discounting 

Non-issue Non-issue Non-issue 

Static Data Non-issue Non-issue Non-issue 
Trade Data Non-issue Non-issue Non-issue 
Market Data Non-issue Moderate Issue Non-issue 
Volatility n/a Moderate Issue n/a 
Consensus on Valuation 
Model 

Non-issue Significant Issue Moderate Issue 

 
 
Risk & Default Management 
 
Moving to risk and default management, a portfolio composed of only single currency linear products is 
exposed to the following risks: 
 

1. Curve Risk – the sensitivity of the portfolio to movements, correlated or otherwise, in the market 
prices of hedge instruments, primarily IRS rates across the yield curve 

2. Reset Risk – the sensitivity of the portfolio to differences between projected forward rates and 
realised fixings 

3. Basis Risk – the sensitivity of the portfolio to different index tenors (ie 1M, 3M, 6M LIBOR) 
4. OIS Risk – the sensitivity of the portfolio to the spread between LIBOR and overnight index swaps 
5. Liquidity Risk – the ability to liquidate or hedge the portfolio without causing a significant movement 

in price or loss of value 
 
These risks are quantified by a clearinghouse through the delta and gamma risk measurements, although it 
should be noted that linear swaps have far less gamma sensitivity than non-linear swaps (delta represents 
the price sensitivity to shifts in the underlying yield curve and gamma represents the sensitivity of delta to 
changes in the underlying price).  Further, liquidity risks are managed by the clearinghouse by 
implementing concentration multipliers to ensure additional margin is called when liquidity risk exists.   
 
Risk and default management for single currency non-linear products is substantially more complex.  First, 
non-linear products are exposed to additional risks, the most important of which can be measured by vega 
(the sensitivity of the portfolio to volatility).  Vega sensitivity substantially increases the portfolio’s sensitivity 
to delta and gamma, which means that profit and loss changes can be far more sensitive to movements in 
underlying interest rates than linear products. Second, liquidity risks are significantly greater in non-linear 
swaps.   Single currency non-linear products are not currently cleared, however they may be clearable at 
some point in the future. 
 
For cross currency linear products, the primary additional risk driver is settlement risk.  Unlike single 
currency interest rate swaps, the notional principals for cross currency swaps are actually exchanged.  This 
exposes a clearinghouse to Herstatt risk, or the risk that one counterparty pays and the second 
counterparty defaults before paying.  Settlement risk in the FX markets is currently mitigated by CLS Group, 
the world’s largest multi-currency cash settlement system, and market participants are investigating 
methods of incorporating clearing houses into the existing FX settlement model.  Additional risks include FX 
risk, although this risk in and of itself is not an obstacle to central clearing. As with non-linear products, 
cross currency swaps are not currently cleared, but they may be clearable at some point in the future. 
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SwapClear Product Specifications 
 
While LCH.Cleanet believes from a risk perspective that the majority of single currency linear swaps can be 
mandatorily cleared, from an operational perspective many swaps exist that contain subtle variations in 
attributes that are not supported by a clearinghouse.  
 
 In order to assist the Commission in describing the product specifications of swaps that it determines 
should be mandatorily cleared, LCH.Clearnet is attaching detailed product specifications for all of our Pre-
Enactment Swaps.  Each of the SwapClear Product Specification Matrices includes a Definitions and 
Specifications page outlining the attributes of the products covered.  Prior to clearing, SwapClear actively 
evaluated the underlying products to ensure that the products can be reliably valued, risk managed, and 
default managed.  The liquidity of the underlying product determined the acceptable maturity, or term, that 
is eligible for clearing at SwapClear (e.g. 2Y, 10Y, 30Y, or 50Y). 
 

SwapClear_Contract
Specs_PreDF.xlsx  

Conclusion 
In LCH.Clearnet’s view, the vast majority of linear (i.e. without optionality) single currency interest rate 
swaps can be accurately and reliably processed, valued, risk managed, and default managed.  The 
Commission should consider this information as it evaluates all of the factors in Section 723 of the Dodd-
Frank Act in determining which interest rate swaps should be subject to mandatory clearing. 
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Appendix A: Global OTC Derivatives 
 

 
Glotal OTC Derivatvies, sourced from BIS 
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Appendix B: OTC Interest Rate Derivatives by Product Type 
 

 
Interest Rate Derivative Breakdown by Product, sourced from Trioptima 
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Appendix C: OTC Interest Rate Derivatives by Currency 
 

 
Interest Rate Derivative Breakdown by Currency, sourced from Trioptima 
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